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Key Economic Indicators 
(Millions of U.S. Dollars unless otherwise noted) 


1987 1988 (proj.) 

Domestic Economy 
Population (millions) 26.2 
Population Growth (%) 2.8 
GDP (billions of 1975 sucres) avo. 

% change 8.2 
GDP in current dollars NA 
Per capita GDP in dollars NA 
Consumer Price Index % change 60.0 


Production and Employment 
Labor force (thousands) NA 
Unemployme t (avg. %) NA 
Industrial Prod. % change 0 
Public Sector Surplus 

(billions of sucres) 

Percent of GDP -10 


Balance of Payments 
Merchandise Exports (FOB) 


Merchandise Imports (CIF) 

Trade Balance 

Current Acct. Balance 

Foreign Direct Invest. 

Foreign Debt (year-end) 

Debt Service paid 

Debt Service rescheduled 

Increased Arrears 

Debt service ratio 
(payments as % of exp.) 

Net Foreign Exchange 
Reserves (year-end) 

Avg. Exchange Rate 


U.S.-Ecuador Trade 
U.S. Exports to Ecuador NA 
U.S. Imports from Ecuador NA 
Bilateral trade balance NA 
U.S. share of Ecuador’s 

Exports (%) 58 61 NA 
U.S. share of Ecuador’s 

Imports (%) 36 33 NA 
U.S. Bilateral aid 57.5 

Economic aid 53.0 56.9 44 

Military aid 4.5 


Principal U.S. Exports (1987): Wheat, assorted machinery, 
transport equipment, chemicals. 


Principal U.S. Imports (1987): Shrimp, petroleum, bananas, 
coffee, cocoa. 





INTRODUCTION AND SUMMARY 


Recovery of oil output from the disastrous 1987 level should 
result in strong growth of total economic output during 1988. 
Nevertheless, through mid-1988 the economy appears to be ina 
state of near-crisis. The inflation rate is accelerating, and 
the value of the sucre on the foreign-exchange market is 
falling. Political uncertainties related to the presidential 
elections have contributed to increased capital flight. The 
manufacturing sector appears--at best--to be stagnating in real 
terms. Negotiations to reschedule Ecuador’s debt to foreign 
private banks have been suspended until after the new government 
assumes office on August 10, and only minimal interest payments 
have been made on that debt since January 1987. 


While the economic setbacks of 1986 and 1987 can be attributed 
principally to exogenous factors (low oil prices and the 
earthquake), the fundamental cause of the problems in 1988 is 
irresponsible fiscal policy, and the deficit is estimated to 
reach 8-12 percent of GDP. Rapid monetary growth to finance 
that deficit is the primary source of the accelerating inflation 
and also an important contributory cause to the rapid 
devaluation of the sucre. Low oil-export prices and repayment 
of the $220 million Paribas oil facility loan and the bilateral 
petroleum loans from Venezuela and Nigeria contribute to the 
fiscal deficit. Excessive government spending, however, and 


failure to keep prices of products supplied by the government 
(especially energy prices) at realistic levels are the principal 
causes of the fiscal deficit. 


Rodrigo Borja, a Social Democrat, was inaugurated as President 
on August 10, governing in coalition with the centrist Christian 
Democrats. It appears likely -- but not certain -- that the new 
government will attempt to squeeze out inflation with a policy 
of austerity, thus laying the basis for sustained growth in the 
future. Nevertheless, the government will be under substantial 
political pressure to adopt reflationary policies -- efforts to 
stimulate growth by strengthening domestic demand. To the 
extent that adjustment policies are degraded due to such 
pressures, immediate growth may be strengthened at the cost of 


worsening the possibilities for a healthy economy in the medium 
and long term. 





A. CURRENT ECONOMIC SITUATION AND TRENDS 
Economic Growth 


Preliminary government statistics indicate that real GDP 
(measured in volume terms) declined 5.2 percent in 1987, mainly 
due to a 43 percent decline in crude petroleum output. The 
nonpetroleum sector grew slowly -- 2.3 percent -- led by 
continued strong growth in the agricultural sector. The 
manufacturing sector continued its stagnation of recent years. 
For 1988, we optimistically predict 8.2 percent growth of GDP -- 
again, measured in volume terms -- spurred by recovery of 
petroleum output. The agricultural sector is expected to be the 
only other bright spot in the economy, with output increasing by 
8 percent despite a drought early in the year. The high level 
of government spending should provide some boost to construction 
and government services, but the rest of the economy is unlikely 
to grow and may decline. The following table presents the 
sectoral GDP breakdown and estimated growth rates for 1987 and 
1988 in volume terms. The 1988 projection should be considered 
an optimistic scenario; lower agricultural growth and declines 
in manufacturing and commerce are possible, although recovery of 
the petroleum sector nevertheless should keep overall GDP growth 
well in the positive range. 


Sector % share % growth 

of GDP 1987 1988 
Agriculture and Livestock 16.1 7.4 8.0 
Petroleum and Mining 8 
Manufacturing 
Utilities 
Construction 
Commerce and Hotels 
Transport/Communications 
Finance/Housing 
Household Services 
Imputed banking services 
Government services 
Domestic services 
Other 
Total GDP 
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Petroleum 


Crude oil production in 1987 totalled 63.7 million barrels, a 38 
percent decline from 1986. This was due to the rupture of the 
trans-Andean pipeline for 6 months after the March 5 

earthquake. Internal consumption declined 10 percent to 29.2 
million barrels, while 5.6 million barrels of derivatives (crude 
equivalent) were exported. Imports of crude and derivatives 
totalled 12.9 million barrels -- principally including in-kind 
loans from Venezuela and Nigeria. Crude exports declined 41 
percent, to 41.8 million barrels. After the pipeline repairs 
were completed in mid-August, however, crude oil production 
reached near-record levels of 310,000-315,000 barrels per day. 





Petroleum exploration activities are accelerating during 1988, 
with investment by foreign firms expected to exceed $150 
million. Results so far have been somewhat disappointing, with 
no major discoveries. On the other hand, the state petroleum 
company, CEPE has had some success in joint exploration with the 
Colombian firm ECOPETROL near the Colombian border. 

Furthermore, exploration in the southern Oriente is just getting 
under way, with the first well in that area expected to be 
spudded in late 1988. President-elect Borja has publicly 
welcomed continued foreign investment in oil exploration. 


Fiscal Policy 


A large and growing fiscal deficit appears to be the dominant 
economic variable of early 1988 and will be the most damaging 
legacy of the Febres Cordero government. Knowledgeable 
observers estimate that, through the first semester, the fiscal 
deficit approaches 12 percent of GDP. This could be attributed 
in part to unexpectedly low oil revenues, as Ecuador’s export 
price has averaged below $14 per barrel. However, devaluation 
of the official exchange rate roughly balances that loss for 
domestic budget purposes. In fact, excessive government 


spending and failure to raise domestic energy prices are the 
clear culprits. 


Monetary and Credit Policy 


During the first half of 1988, the government reversed its 
previous tight money policy. While central bank credit to the 
private financial sector apparently was tightly restricted 
(except for a few individual banks and financieras), credit to 
the public sector to finance the fiscal deficit reportedly is 
growing at record rates. Reliable data are not publicly 
available, but it appears likely that monetary growth is well in 
excess of a 60-70 percent annual rate. 


Inflation 


Inflation has been trending upwards, with the CPI officially 
reaching 48 percent for the year ended June 30. Given the rapid 
monetary growth of recent months, it is likely that consumer 


prices will increase by more than 60 percent during the course 
of 1988. 


During the first months of the year, higher food prices due to 
the drought boosted inflation, and rapid devaluation of the 
sucre has increased prices of imported goods and given an 
additional psychological boost to prices. Nevertheless, it is 
clear that monetary growth resulting from the fiscal deficit is 
the principal factor likely to sustain a high rate of inflation 
throughout 1988. 





Foreign Exchange and Exchange-Rate Developments 


According to Central Bank data, Net International Monetary 
Reserves declined from $64.2 million on December 31, 1987, to 
$50.2 million on May 30. Subtracting gold leaves a negative 
balance of $115 million. Even this figure, however, does not 
include approximately $80 million of short-term trade 
arrearages, and roughly $600 million of arrearages on interest 
payments to foreign private banks. 


Devaluation of the sucre has been one of the most visible signs 
of Ecuador’s economic problems during the first half of 1988. 
The sucre devalued by approximately 114 percent during the first 
6 months of 1988, from 234 sucres per dollar to 500. 


On March 3, in the face of rapid devaluation of the sucre on the 
free exchange market, the government introduced a controlled 
market for import and export transactions. This market is 
handled by commercial banks, but the rate must stay within 10 
percent of the official exchange rate, which was established at 
250 sucres per dollar. As of July 25, the official exchange 
rate has not been adjusted. A free market continues to exist 
for tourism and other transactions, and the exchange rate is 550 
sucres per dollar. 


The controlled market has not functioned smoothly, as it 
frequently appears to be starved for dollars, forcing importers 
to black-market sources. Exporters apparently have increased 
their use of under-invoicing in order to minimize the amount of 


foreign exchange they are required to sell at the controlled 
rate. 


The rapid devaluation during the first half of 1988 probably was 
caused principally by capital flight. Many Ecuadorians sought 
to hold their savings in dollars, due to concern about the 
elections (and the possible actions of the victors), worries 
about inflation, inability to earn positive real interest rates 
on sucre deposits, and speculation against the sucre. 


The Borja government can be expected to increase the controls on 
and complexity of the foreign exchange market. The new 
government almost certainly will devalue the controlled rate -- 
at which the sucre clearly has become overvalued and thus is a 
disincentive to exports. However it also will seek to control 
costs for domestic industry, which is highly dependent on 
imports. Thus, a special rate is expected to be introduced for 
preferred importers, and devaluation of the rate applicable to 
most importers is unlikely to keep up with inflation. While the 
multiple-rate regime probably will include a free rate for 
residual transactions, that rate’s volatility almost certainly 
will attract government sales of dollars to seek stability. 





Balance of Payments 


The decline of oil exports in 1987 resulted in a negative 
merchandise trade balance for the first time since 1978. The 
resulting balance-of-payments crisis was met by increased 
arrearages of debt-service payments and considerable new 
borrowing. Oil exports are recovering during 1988, although 
that improvement is limited by the declining price. Shrimp 
exports should continue to boom, and the import bill should be 
reduced over the 1987 level. The trade balance, therefore, 
should improve substantially. 


A significant quantity of new loans from multilateral agencies, 
principally the World Bank and the International Development 
Bank, is expected to be available during the final months of the 
year if pragmatic policies are adopted by the Borja government. 
About $200 million of official bilateral payments due during 
1987-88 already has been rescheduled. Nevertheless, it appears 
unlikely that Ecuador will be able fully to service its 
commercial bank debt this year, and some type of new 
rescheduling or additional arrearages seem inevitable. 


1987 1988 (projected) 
Current Account -1187 - 507 


Trade Account 805 


Merchandise Exports 
Petroleum 
Shrimp 
Other 
Merchandise Imports 
Services Account 
Exports 
Imports 
Interest 
Other 
Net Transfers 


Capital Account 
Direct Investment 
Net Borrowing 

Borrowing 
Multilaterals 
Banks 

Amortization 
Multilaterals 
Banks 
Bilaterals 

Other 


Change in Net Reserves 
New Arrearages 


Financing Gap 


2580 
1180 
500 
900 
1775 
-1360 
570 
1930 
986 





The petroleum loans from Venezuela and Nigeria are included 
under the capital account, with borrowing in 1987 and 
amortization in 1988. Amortization of the Paribas oil-facility 
also is included in the capital account for 1988, despite its 
original short-term nature. 


The 1988 balance-of-payments projection in the preceding table 
must be considered a best-case scenario. It assumes, among 
other things, a strong non-oil export performance and that oil 
export prices average $14 per barrel for the year. Furthermore, 
it includes $550 million of disbursements from the World Bank 
and IDB during the final 5 months of 1988. To the extent that 


this does not occur, it is likely that the 1988 financing gap 
will increase. 


Debt 


Ecuador’s external debt (including IMF drawings) grew 22 percent 
during 1987 to $9.97 billion. As in 1986, the government 
borrowed mainly to offset the decline in petroleum revenues and 
to avoid reducing domestic consumption. 


Ecuador ceased making interest payments to service its 
commercial bank debt in January 1987. A tentative agreement 
with the banks was reached in October, under which the banks 
would provide $350 million of "new money" to enable Ecuador to 
pay most of its 1987 interest arrearages. This agreement never 


was finalized, and Ecuador has made only 2 months’ interest 
payments since then. Thus, interest arrearages to private 
banks, of roughly $403 million for 1987 and $250 million for the 
first 7 months of 1988, remain outstanding. 


A Paris Club agreement to reschedule debt service to official 
bilateral creditors was reached on January 20, 1988. About $275 
million was rescheduled, including 100 percent of principal and 
interest (due on loans made prior to the 1983 cutoff) that was 
in arrears on December 31, 1987, and falling due during 1988 and 
the first 2 months of 1989. Ecuador has remained roughly 
current on payments due to multilateral financial institutions. 


Despite the recovery of oil production and the failure to make 
interest payments, Ecuador’s foreign exchange resources have 
been strained during the first half of 1988. Virtually all of 
the government’s foreign exchange is earned from petroleum 
exports or borrowed abroad; this income is used for debt 
service, official imports, intervention in the exchange market, 
and other official expenses. A $220 million "oil-facility" loan 
was repaid during the first half of 1988, as was the bulk of the 
in-kind petroleum loan from Venezuela. Over $100 million was 
spent on exchange-market intervention in January. On the income 
side, petroleum prices averaged less than $14 per barrel -- more 
than 20 percent below the $17.50 used in preparing the budget. 
New loans were limited, in part due to concern about Ecuador’s 
fiscal deficit and its failure to reach final agreement with the 
commercial banks. 





The Incoming Government 


Rodrigo Borja was inaugurated President of Ecuador on August 10 
for a 4 year term. Borja heads the Izquierda Democratica (ID) 
party, which is affiliated with the Socialist International. 
Borja has formed a coalition with the centrist Christian 
Democratic (DP) party, with which the ID forms a majority within 
the national legislature. The ID party includes activists 
ranging from the Marxist left to the center right, but cabinet 
appointments announced as of July 1988 suggest that the Borja 
cabinet will be pragmatic and centrist. 


Ecuador’s economy will have to adjust for the excessive 
government spending over the past 2 years during which real 
income declined. If the new government cannot reduce the fiscal 
deficit from its current level, accelerating inflation will 
force the reduction of real consumption in an extremely painful 
manner. However, it appears more likely that the new government 
will seek to deal immediately with the budget problem. 

Devaluing the official exchange rate and increasing domestic 
energy prices could go a long way toward making the requisite 
reduction in overall consumption in a rational manner -- if 
government expenditures are held in check at the same time. 


The choice facing the new government thus is either 
hyperinflation or austerity. If the reflation path is chosen, 


we expect real consumption, and probably real output, will be in 
decline by 1989, with little prospect of recovery. This 
scenario probably would involve an effort to encourage 
autonomous, i.e., inward-oriented, growth -- which in our view 
would have little prospect of success. In the alternative 
scenario, 12-18 months of austerity could reestablish a sound 
basis for renewed growth, particularly if the government adopts 
policies encouraging export-led growth. 


Whatever the macroeconomic framework, it is likely that the new 
government will seek to encourage production in particular 
geographic or economic areas with subsidized credit and other 
forms of special government support. It remains to be seen 
whether the government will correctly identify and direct this 
support to sectors which enjoy a comparative advantage and thus 
sooner or later would be competitive on the world market without 
special help. In fact, this may not be the primary criterion 
for such assistance, with the medium-term result that the 
economy could be distorted toward an excessively large and 
inefficient manufacturing sector. 





B. IMPLICATIONS FOR U.S. BUSINESS 


Total U.S. exports to Ecuador may decline during 1988, although 
U.S. products should increase market share in government-favored 
industries due to the decline of the dollar against European and 
Far Eastern currencies. It is likely that imports will be 
limited during the second half of the year, as the government 
bans luxury and nonessential goods. Thus, suppliers of capital 
and intermediate goods such as oil field equipment, farm 
machinery and industrial inputs should fare better than 
supliers of finished consumer goods. Financing terms will 


continue to be particularly important for public sector 
purchases. 


Rapid devaluation of the exchange rate has made imported goods 
disproportionately expensive; nevertheless, certain intermediate 
goods are essential. Imported inputs for export industries, in 
particular, should be strong. It is likely that the new 
government will provide some sort of favored exchange rate for 
"priority" imports, such as pharmaceuticals and agricultural 
inputs. Government imports may be limited, but are likely to be 
concentrated on the oil industry and social sectors, such as 
health-care equipment. 


The potential for sales to Ecuador appears largest in the 
following sectors. 


1. Petroleum industry: The state petroleum company CEPE is 
expanding its productive capacity, and 12 foreign consortia are 
carrying out exploration activities. Investment by these 
foreign firms should exceed $150 million during 1988. 


2. Medical, dental, and hospital equipment and supplies: The 
health-care sector in Ecuador needs modernization. New 
equipment for existing hospitals and for rural health centers is 
expected. The Ministry of Social Welfare has a project for 
equipping five hospitals worth $50-$60 million. The shortage of 
dental-care facilities may also offer good opportunities. In 


addition, laboratory equipment for the health-care sector is 
needed. 


3. Agricultural machinery and equipment: Agriculture continues 
to be the main source of employment in Ecuador, providing jobs 
for 49 percent of the population and contributing 13.5 percent 
to the country’s GDP. Ecuadorian agriculture is very 
diversified. A vast range of equipment and supplies 
(fertilizers and pesticides) is required, most of which must be 
imported. Currently the emphasis is to develop nontraditional 
exports of agricultural products, for which new technology and 
equipment are required. The new government may shift the 
emphasis to improving productivity of the traditional crops 
oriented toward the domestic market. Shrimp farming continues 


to expand, continuing demand for pump systems and processing 
facilities. 





4. Food processing and packaging machinery: Fruit and 
vegetable processing is a growth area. Sales in the meat 
processing sector also appear to show promise. 


5. Mining industry: Ecuador’s mining industry is in the infant 
stage. Preliminary studies have shown that Ecuador is rich in 
precious metals such as gold, silver and, to a lesser degree, 
platinum. Over 90 exploration areas have been identified, which 
included base metals (copper, zinc, and cobalt), nonmetallic and 
also precious ores. This is a new area of development, and 
there is little infrastructure. All kinds of machinery and 
equipment are required. This, along with petroleum, is one of 
the sectors for which President Borja publicly has stated that 
foreign investment is particularly welcome. 





You might be, if you don’t have current, up-to-date 
information on the countries to which you are mar- 
keting. Overseas Business Reports and Foreign 
YOU Economic Trends and their Implications for the 
United States offer country-by-country reports 


EXPO RTING with — information you need to succeed in over- 
BLINDFOLDED? __ verscas Business Reports (oars 


bring you detailed information on overseas trade and 
investment conditions and opportunities. They'll bring 
you the latest marketing information on countries offering 
good potential as sales outlets for U.S. goods. You'll find 
information on: 


@ trade patterns @ transportation 

@ industry trends @ trade regulations 

@ distribution channels @ market prospects for 

@ natural resources selected U.S. products 

@ population @ finances and the 
economy 


The OBR World Trade Outlook Series gives you a 
twice-a-year analysis of U.S. export prospects to all 
major trading companies. 


Foreign Economic Trends and their 
Implications for the United States 


focus closely on current economic developments and 
trends in more than 100 countries. This series is essential 
for analyzing new elements and trends to help you plan 
and evaluate your commercial or investment programs 
overseas. Each report: 


@ is prepared on the scene by U.S. Foreign Service 
and Foreign Commercial Service experts 

@ pinpoints the economic and financial conditions of 
the country, and how they could affect U.S. 
overseas business 

@ describes the principal influence of current condi- 
tions and future trends on the economy 


Use the order form below to start your subscription to 
both series today. 
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